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The Detailed Examination
By Alexander M. Field

During the business depression many executives were compelled
to effect drastic economies in all branches of their organizations.
The number of employees in many instances was substantially
reduced, while the salaries and wages of those retained were
decreased. Reductions in the personnel not infrequently have
the effect of weakening the system of internal check, thereby
creating opportunities for irregularities, while salary and wage
cuts in times of general financial strain undoubtedly increase the
temptation for employees to take advantage of the internal
weaknesses in the organization—weaknesses which are not always
apparent to the executives responsible for the administration of
the company’s affairs.
In conducting an examination of the company’s records for the
purpose of verifying the annual financial statements, the inquiry
into the system of internal check is, of necessity, limited in scope,
and when inadequacies are noted and reported to the client the
restricted nature of the inquiry should be clearly explained. The
client should also be advised that the weaknesses disclosed provide
opportunities for irregularities, but that, owing to the limitations
of the examination, it is possible that irregularities may exist
which have not been disclosed. Should the client require reason
able assurance regarding the integrity of the transactions recorded
on the books during the period under review, he should be advised
that such assurance could only be given after a detailed examina
tion had been made.
The verifications applicable to financial statements and to the
detailed examination, although differing in their purposes, have,
nevertheless, a number of characteristics in common. In the
revised bulletin issued by the federal reserve board under date of
May, 1929, relative to the verification of financial statements, the
scope of the work indicated is as follows:
“A verification of the assets and liabilities of a business enter
prise at a given date,
“A verification of the profit-and-loss account for the period
under review, and
“Incidentally an examination of the accounting system for the
purpose of ascertaining the effectiveness of the internal
check.”
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The scope of the detailed examination may be briefly indicated
as follows:
An inquiry into the prescribed accounting procedures and the
system of internal check for the purpose of ascertaining its
effectiveness or insufficiency,
Test-checks of cash and other transactions during selected
periods for the purpose of determining whether or not the
transactions are of a regular nature and are properly author
ized and supported by documentary evidence, and
Adequate inquiries for the purpose of ascertaining whether or
not the company’s prescribed accounting procedures are
being followed by the employees.
The principal characteristic common to both classes of examina
tions is the inquiry into the accounting procedures and the system
of internal check. This inquiry, however, being merely incidental
to the verifications in the first type of examination, is not as
comprehensive as in the second class of examination, where the
inquiry into the accounting procedures and the system of internal
check is of primary importance. The practices followed, how
ever, by the auditor in carrying out certain verifications have
many points in common in both classes of examinations. For
example, the verification of financial statements requires an
analysis of the property accounts for the period under review,
and such analysis is supplemented in the case of additions by an
inspection of purchase orders, receiving slips, invoices, payrolls
and other data. These data support the cash disbursements,
and in a detailed examination the same kind of inspection is made
of disbursement vouchers. The verification in the first instance,
however, is made primarily for the purpose of establishing the
propriety of the charges to the property accounts for a given
period, whereas in the detailed examination the verifications are
carried out with a view to seeing that:
(a) The disbursements are supported by essential documentary
evidence and are properly authorized,
(b) The expenditures have been charged to appropriate
accounts, and
(c) The prescribed accounting procedures of the company have
been observed.
In the illustration cited the verification of the charges to the
property accounts under both classes of examinations achieves
one common result in that the propriety of the charge is estab
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lished, but the method of approach by the auditor is dissimilar in
that in the one case he commences with a balance representing a
number of transactions which have to be traced back to their
sources, whereas in the second instance he commences at the
sources and builds up to the balance. Thus, the auditor engaged
in the verification of financial statements is confined to an analysis
of balances of a certain date and the verification of the component
parts of these balances, whereas in the detailed examination he is
primarily concerned with individual and disassociated transac
tions, some of which only are component parts of the balances
which would be confirmed in the verification of financial state
ments.
The detailed examination, being concerned with individual
transactions, proceeds chronologically within specified periods,
and all transactions of particular kind within that period are
subjected to verification. As this verification also includes an
inquiry into the classification of these transactions, errors of
commission and omission, if they exist, should be disclosed. The
disclosure of such errors in the course of the verification of financial
statements is less probable, because the transaction erroneously
recorded may not be a component part of the balances analyzed.
For example, disbursements made for property additions might
erroneously be charged to raw-material purchases or to an ex
pense account, and such charges would not be revealed by an
analysis of the property account. They might, however, be
disclosed in the verification of financial statements through an
inventory shortage or by a comparison of periodical expense
ratios, provided the expenditures were of substantial amount.
The detailed examination should, however, disclose such errors,
provided the transactions were in the period selected for ex
amination.
A verification of the profit-and-loss account in the examination
of financial statements is quite general in its nature and consists
principally of a review of the various income and expense accounts
and a comparison in amounts and ratios with those of prior years.
The detailed examination, however, is not so much concerned
with the profit-and-loss account and the reasons for variations in
the comparative periodical results as it is with the cash receipts
and disbursements and related transactions.
Irrespective of the uses which may be made of financial state
ments, it may be said that they serve one general purpose in that
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they set forth the approximate financial condition of a company
at a given date and indicate its operating trends over specific
periods. The general purpose of the detailed examination, on the
other hand, may be stated as being primarily one of protection
and the auditor ascertains whether or not this purpose is being
attained by (a) inquiring into the accounting procedures and the
system of internal check in force, pointing out weaknesses in it
and suggesting corrective measures for them, (b) making test
checks of the recorded cash and other transactions and (c)
determining whether or not the prescribed procedures are being
observed. Changes or revision of the accounting procedures by
the auditor are not, however, included in the scope of a detailed
examination, and the auditor has performed his function when he
has advised his client of the weaknesses disclosed and has sug
gested the remedies. In making his recommendations, however,
the auditor should be careful not to suggest remedies which
would affect procedures considered satisfactory in departments
other than the one susceptible to criticism.
Apart from losses which may arise from fraud or accounting
errors, a company may suffer losses as a result of waste, neglect,
inefficiency and other shortcomings. The possibility of losses
through fraud or accounting errors is generally given considerable
attention by the executives of an organization, and various pro
tective measures are adopted to prevent or detect and recover
such losses as might occur. The protective measures generally
comprise one or all of the following:
(a) Installation of adequate accounting procedures and system
of internal check,
(b) Internal or external detailed examinations,
(c) Bonding of officers and employees.
Losses arising as a result of waste, neglect, inefficiency and
other shortcomings are not in many cases given the same careful
attention by executives, possibly for the following reasons:
(a) Dishonesty of employees is not involved,
(b) Losses of this character are linked with the ordinary
operations and can not be identified in the recorded data
in the books of account.
The detection and elimination of this type of losses is the
function of internal control, and this is accomplished by the
adoption of trustworthy standards and measures and the prepara
tion of statistical data. These data should be prepared in com
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parative form by the employees of the company and the periods
covered should be of relatively short duration, such as a week, two
weeks or one month. The comparative statements should indi
cate departmental or group trends and such trends would, natu
rally, be much less general than those indicated by the periodical
profit-and-loss account.
If the standards and measures developed by an organization
are sufficiently comprehensive and the statistical data are
subjected to careful study, they should indicate the sources of
and the reasons for internal losses not readily discernible through
a study of the general profit-and-loss accounts. The study of
standards and measures, however, should not be confined solely
to those developed by the company’s own organization but should
be extended to published or otherwise available data affecting
similar organizations. For instance, the budget, which is an
important part of an adequate system of internal control, is
predicated to a considerable extent upon conditions outside a
company’s control. The sales estimates, e. g., should be based
upon a study of the local and general economic, financial and
industrial conditions, while the competitive factor and customer
preferences should be given careful consideration.
In the detailed examination, however, the auditor is concerned
primarily with the accounting procedures and system of internal
check and is, therefore, not expected to extend unduly his inquiries
into the other features of the system of internal control. This
class of examination, however, presents him with opportunities
of ascertaining whether or not the executives are being supplied
by the internal organization with accurate and valuable analytical
and statistical data, and, if he finds that the system of internal
control is not developed beyond an adequate system of internal
accounting check, he has an opportunity of rendering a service in
pointing out such deficiency.
The foregoing discussion indicates, briefly, some of the distinc
tions between the two types of examination, as well as the results
which may be expected by the client. The distinctions made,
however, are not always clearly recognized by business executives,
and it is probable when their financial statements are checked by
outside auditors that they fully expect to secure the protection
obtained from a detailed examination. It is, therefore, essential
that the auditor before commencing an examination clearly
indicate to the client the distinctions between the two classes of
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examinations and the results which may be achieved by each, so
that the client may be guided in determining the scope of the
examination.
In recent years there has been a growing recognition of the need
for and value of budgetary and other internal business controls,
as well as the necessity for adequate accounting procedures and
system of internal check. It may be reasonable, therefore, to
expect a greater demand for detailed examinations than has
heretofore existed, and for this reason it may not be amiss to point
out some of the essential features of this type of examination.
The principal benefit of a detailed examination to a client is
derived from the assurance by the auditor that adequate safe
guards against irregularities have been provided. Disclosure of
fraud is not in itself a constructive accomplishment except that
it may result in the possible restoration of misappropriated funds
and in the prevention of similar losses in the future.
If the foregoing premise is accepted, it follows that test checks
of the cash and other transactions should be determined on the
basis of the inquiry into the accounting procedures and system of
internal check in force. It should not be overlooked, however,
that in spite of an adequate system of internal check there always
exists the possibility of collusion between employees or collusion
of employees with interested parties outside the organization, and
that such collusion may surmount the best safeguards. How
ever, it may be safely stated that irregularities are more frequently
committed individually than jointly, and the individual irregu
larity can usually be guarded against by adequate accounting
procedures.
The principles underlying accounting procedures and embodied
in the system of internal check are fundamentally the same in all
types of business, but the practical application of these principles
may vary in different types of organizations. For instance, the
methods of a financial institution are not similar to those of an
industrial organization, but the purpose of the internal check in
both classes of business is alike.
The limitations imposed upon discussion of this kind preclude
the possibility of dealing with the application of all phases of
internal check in the different types of business, but its purpose
may be served by confining it to a few illustrations characteristic
of a manufacturing concern. Before presenting the illustrations,
it should be pointed out that with the adoption of machinery for
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productive purposes, the need for a greater division of labor and
a wider diffusion of duties and responsibilities was greatly in
creased. Such division has generally developed along functional
lines and in a manufacturing business the duties and responsibil
ities attaching, for instance, to the purchase of materials for
manufacturing purposes and the sale of the finished product
would be divided somewhat as follows:

Purchasing department—
Orders raw materials or supplies required for production, on
the basis of its knowledge of the best markets, quality of
merchandise, prevailing prices and supplier’s terms.
Receiving room—
Receives and checks merchandise ordered by the purchasing
department or returned by customers. The duty of
inspecting the merchandise for quality is generally dele
gated to a department better qualified than the receiving
room for this task.
Accounting department—
Compares description and quantities of the merchandise and
the price and terms shown on the invoice with the relative
data on the purchase orders and receiving reports.
Treasurer’s department—
Issues cheques in payment of the invoices after they have
been properly approved and vouched.
Production department—
Requisitions, from the storeroom, raw materials and supplies
for use in the production of the finished commodity.
Sales department—
Obtains orders from customers for the finished product.
Credit department—
Passes upon credit terms of sales orders obtained by the sales
department.
Shipping department—
Ships the merchandise on basis of instructions contained in
shipping orders prepared by sales or other department.
Billing department—
Prepares invoices for merchandise shipped.
Treasurer’s department—
Receives collections from customers and deposits them in
bank.
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Accounting department—
Records the accounting transactions on the books.
It will be noted from the foregoing illustration that the func
tional duties and responsibilities attaching to the various steps in
a single transaction have been delegated to separate departments,
so that no one department has control over all the operations rela
tive to a single transaction. Furthermore, the department whose
operations interlock with those of a preceding department exer
cises a check over the operations of its predecessor, so that de
partures from prescribed procedures should be detected and the
possibility of irregularities thereby be minimized. Thus, if in the
foregoing illustration the credit department failed to approve the
credit terms of an order obtained by the sales department, ship
ping instructions should not be issued by the department to whom
the duty of preparing shipping instructions has been assigned.
In order to obtain the maximum benefits from internal check,
proper methods should be adopted and suitable forms and records
installed. For example, if the receiving clerk is furnished with a
copy of the purchase order or vendor’s invoices, obviously he is
informed of the quantity and description of the merchandise to
be received and an inefficient or careless receiving clerk might
avoid the task of thoroughly counting or inspecting the goods.
If, on the other hand, the purchase order or invoice is not sub
mitted to him, he is compelled to count and inspect the merchan
dise in order to record properly its receipt.
In carrying out the detailed verifications the auditor, unless
specifically restricted by the client, should endeavor to obtain a
knowledge of all of the accounting procedures in force, and in
furtherance of this objective he should not confine himself to
inquiry alone but should trace the procedures involved in the
transactions from their origin through the successive steps to
completion. In doing this, the various departments in the
organization should, of course, be visited, so that general observa
tions may be made. In the examination of a voucher, for ex
ample, the supporting documents may indicate that adequate
safeguards have been provided and that the prescribed procedures
have been observed. The quantities, description and price of
the merchandise appearing on the purchase order and the receiv
ing slip may be in agreement with the information on the related
invoice, but the question arises as to the method employed by the
receiving clerk in obtaining the information appearing on the
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report prepared by him. The following methods suggest
themselves:
(a) Independent count and inspection of the merchandise,
(b) Quantity and description obtained from copies of the pur
chase order or invoice, supplemented by approximate
count and superficial inspection of the merchandise
received,
(c) Quantity and description obtained from the packing slip
accompanying the merchandise, supplemented by ap
proximate count and superficial inspection of the mer
chandise received,
(d) Quantity and description obtained from the copy of the
purchase order or invoice or from the packing slip
without verification.
It is obvious that an examination of the receiving report alone
will not disclose which of the foregoing methods was followed by
the receiving clerk, and the auditor, therefore, would not be
justified in assuming without further inquiry that the company
had actually received the merchandise for which it had paid.
It is evident that no satisfactory verification of a transaction of
this nature can be made without a study of the methods employed
in the receiving room.
Of the four methods mentioned the first is obviously the desir
able one to follow, inasmuch as it insures disclosure of variations
in quantities and kind of merchandise. Furthermore, it pos
sesses the merit of continually testing the accuracy of the em
ployees in the receiving room and is effective in raising the
efficiency of that department. The second and third methods are
faulty because they furnish the receiving department with infor
mation which that department should supply independently.
As a result, the duties assigned to the receiving department may
be carried out in a perfunctory or careless manner. A receiving
department is not organized merely to take delivery of mer
chandise, but its principal duty lies in determining the condition
and quantity of the merchandise received. This duty may be
partly or wholly neglected if the receiving department receives
advance information as to quantity and description of the
merchandise through the media of purchase orders, invoices or
packing slips. It will be apparent that the company can partly
prevent a weakness of this kind by discontinuing the practice of
forwarding copies of purchase orders or invoices to the receiving
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department. The company, however, has not the same control
over the packing slips, as they originate outside its own organiza
tion, but it may request vendors to discontinue the practice of
enclosing packing slips with the merchandise. It is doubtful if
this request would at all times be observed, and, if packing slips
were still enclosed, observations made by the auditor in the
receiving room should indicate whether or not the receiving
clerks are actually carrying out their duty by counting and
inspecting the merchandise received or are being influenced
by the information contained on the packing slips. The
fourth method is clearly without merit and needs no further
discussion.
On occasion the auditor may be able to infer from the examina
tion of the receiving slips attached to invoices that they have not
been prepared as a result of actual count or inspection of the
merchandise, but that they have been developed, at least in part,
from information furnished to the receiving clerk. For example,
if the vendor’s invoice covers a shipment of a large quantity of
small units, such as screws, bolts or nuts, the actual count of
which would consume more time than is warranted by the value
of the merchandise and it is found that the number of units on the
receiving slip is in exact agreement with that appearing on the
invoice, the inference might be drawn that the indicated count
was not an actual one. This inference should, of course, be
followed by inquiry into the practices of the receiving room.
Although in cases similar to the one described the difference in the
quantities billed by the vendor and received by the client, when
expressed in terms of money, may not warrant an actual count,
an approximate count should, nevertheless, be obtained by
weight. If this method is adopted and the weight, say of 100
units, is ascertained, the number of units in the entire shipment
can be approximately determined by dividing the weight of 100
units into the total weight of the entire shipment, with due al
lowance for tare where necessary. It is reasonable, however, to
assume that this method will seldom show quantities in exact
agreement with those shown on the invoice, and, in the absence
of any variation, there is justification for inferring that the receiv
ing clerk has informed himself by reference to copies of the pur
chase order, invoice or packing slip regarding the quantities to be
received. If this procedure has been followed the approximate
figures only should be shown on the receiving slip and the method
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of arriving at the approximation should be clearly indicated by
the receiving clerk.
The following example will serve to illustrate further the value
of a critical inquiry into the procedures:
The verification of the payroll may disclose that (a) the men
employed register their time on a time clock, (b) the payrolls are
prepared from the time-clock cards and authorized rate cards,
(c) the payroll is properly prepared, checked and approved, and
(d) the cheques or cash are distributed by employees other than
those engaged in the preparation of the payrolls. In short, the
procedures on their face may appear to be satisfactory, but in
quiries may disclose, for instance that the duty of delivering the
pay envelopes to the men has been delegated to the foreman. If
it is further found that the same foreman has authority to employ
and discharge the men in his department, it becomes obvious that
if he is dishonestly inclined he may pad the payroll. A weakness
of this kind, however, would not be apparent from a mere exam
ination of the payroll records. If fictitious names are being
entered on the payroll as a result of conditions such as those
indicated or other conditions, the auditor might disclose the facts
if, during the course of the examination, he cooperated with the
company’s auditing department in distributing the pay envelopes
to the employees at their respective places in the factory or made
a surprise visit to the factory and ascertained whether or not the
employees reported to be at work on the day of his visit were
actually present in the factory. Payroll padding is not an un
common practice and its disclosure through an examination of
the records alone is not at all certain.
A discussion of the value of an inquiry into the procedures
could be extended to considerable length, but the foregoing il
lustrations may suffice to indicate the direction which the audit
or’s inquiries should take. It might be stated, however, that
the procedures in relation to cash receipts and disbursements,
shipping and billing, stock keeping, cost finding, credit granting,
etc., are all pertinent to an effective detailed examination.
Supplementing the inquiries into the procedures, the auditor
will, of course, make test checks of the documentary evidence
supporting the transactions recorded during the period under
review. The examination of documentary evidence supporting
transactions should be thorough, and, inasmuch as the points to
be considered are quite numerous in the verification of certain
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transactions, a well-defined program should be developed before
proceeding with this section of the work. The extent of the ex
amination of documentary evidence in support of the recorded
transactions should be predicated upon the results of the inquiry
into the procedures, but, as a general rule, it may be stated that
the examination of these documents may be confined to test
checks of transactions within specific periods, i. e., if the review
is to cover a period of, say, twelve months, the transactions in
certain selected months only may be verified, and, if no irregu
larities are disclosed, the client may be prepared to assume that
transactions in the periods not chosen for verification are free
from irregularities.
As examples of the numerous matters to which attention should
be given by the auditor in the examination of documentary evi
dence, the following two illustrations may be presented:
A. Disbursement vouchers:
(1) Inspection of the voucher for approvals by the
officers or employees to whom this duty has been
delegated.
(2) Impression on the documents of a “paid” stamp or
other cancellation mark as a protection against
their re-use for irregular purposes.
(3) Comparison of the relative cheques paid and returned
by the bank with the voucher as to payee and
amount.
(4) Comparison of name of payee and amount on the
voucher and cheques with the relative entries in
the voucher register and cash-disbursements book.
(5) Comparison of the amounts on the invoices with
those recorded on the voucher.
(6) Comparison of the distribution of the charges indi
cated on the invoices with the distribution appear
ing on the voucher.
(7) Test-checks of the extensions and footings of the
invoices and the footings of the vouchers.
(8) Comparison of the quantities shown on the invoices
with those recorded on the receiving slips, supple
mented by an examination of the receiving slips
for the purpose of seeing that they have been prop
erly signed by the receiving clerk.
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(9) Comparison of the prices, rates of discount and terms
appearing on the invoices with those recorded on
the copies of the purchase orders.
(10) Inspection of the invoices with a view to seeing that
the company’s internal check is functioning as to:
(a) Approval of price,
(b) Clerical accuracy checked,
(c) Terms checked,
(d) Final approval for payment,
(e) Classification of charges.
B. Payrolls:
(1) Comparison of the working time of the employees as
recorded on clock cards, time books, etc., with
the number of hours entered on the payroll sheets.
(2) Inspection of authorizations for overtime or irregular
working hours.
(3) Comparison for several wage periods of employees’
wage rates shown on the time sheets with a view
to noting any changes in such rates.
(4) Inspection of selected authorizations for established
wage rates or changes therein, and comparison with
the relative rates appearing on the time sheets.
(5) Verification of the payroll extensions and footings.
(6) Inspection of the payroll for approvals by the officers
or employees delegated to this duty.
(7) Inspection of the payrolls and auxiliary records for
the purpose of seeing that the company’s pre
scribed procedures are being observed by the
employees.
The foregoing examples do not include all the points to be con
sidered by the auditor in an examination of vouchers and pay
rolls, but the illustrations may serve to indicate the need for con
siderable care and imagination on the part of the auditor in
developing his program of work.
The auditor, during the course of his examination, may discover
indications or obtain definite knowledge of irregularities; in either
case he should guard against indiscreet discussions with the em
ployees regarding his suspicions or findings. The disclosures
should be made to responsible officers of the company, and only
after exhaustive investigation, so that the exact nature of the
irregularities suspected or disclosed may be clearly pointed out.
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The extent of the test-checks should be clearly indicated, to the
end that the officers may exercise their judgment as to whether
or not the examination should be extended beyond the limits
originally contemplated.
It will generally be found desirable to postpone until comple
tion of the examination discussion of irregularities other than
those of a fraudulent nature or of sufficient importance to warrant
immediate action. Clerical errors or errors of omission should
not be given undue emphasis in discussions with the officers,
inasmuch as complete absence of such errors can not reasonably
be expected. Moreover, if undue emphasis is placed upon
clerical errors or petty errors of omission, the employees of the
client may feel that they are being unjustly criticized and in
subsequent examinations may not cooperate as willingly as the
auditor desires. If, however, the errors are of frequent occur
rence, inefficiency of employees or a developing carelessness is
indicated, and this condition should be called to the attention of
the officers.
If the premise be accepted that the most important feature of
a detailed examination is the inquiry into the accounting pro
cedure and system of internal check, it follows that, in the absence
of any disclosures of fraud, the auditor’s report should primarily
deal with the weaknesses in the procedures and the remedies
for them. In dealing with clerical errors or errors of omission,
a complete enumeration is not always desirable, as a few illustra
tions of each type of error will, as a rule, suffice to indicate to the
officers the nature of the errors and the department responsible
for them. All errors disclosed during the course of the examina
tion should, however, be pointed out to the company’s auditor,
or other responsible officer or employee, so that action may be
taken to eliminate, if possible, errors in the future.
A client is generally more interested in what has been found
than in what has been done by the auditor, and this attitude in
dicates how the report to the client should be framed. The
audit program, therefore, might well be set forth in a supple
mental memorandum following the main body of the report deal
ing with the findings and recommendations of the auditor. Any
criticisms contained in the report should be of a constructive
nature, and comments relative to exceptions taken by the auditor
to the prescribed procedures should state the reasons for the
exceptions and furnish suggested remedies.
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In the foregoing comments no program for a detailed examina
tion has been presented and the remarks have been confined to
a limited discussion of only a few of the verifications essential to a
satisfactory examination. The examples given are indications
of what should be done by the auditor and are not in themselves
complete. The purpose of the article has been to demonstrate
that the detailed examination possesses considerable constructive
value to the client in addition to the assurances that he may
expect regarding the accuracy of the records of transactions. It
might be added that this kind of examination is also of consider
able value to the auditor and his staff. It is concerned with the
sources of the transactions which are being verified and the
inquiries into the procedures are instructive as they furnish in
formation relative to the clients’ business and its problems. It
follows that the auditor trained to the habit of inquiring into
procedures and tracing the transactions back to their sources
should be better equipped to carry out the verification of financial
statements than the auditor having no experience in the detailed
examination.
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